His approach works and fails
Exerting concessions from trade partners may very well work if these are vulnerable to US tariffs and too small or politically divided to credibly threaten retaliation. The US President has forced a revision of the US-Korea agreement, which makes Korea worse off relative to the status quo but better off relative to a situation in which it faces high tariffs in a key sector: steel. This is why Korea has agreed to relax By now, it should be clear that the US president has two objectives he wishes to achieve with his trade policy: fi rst, to reduce the country's defi cit in goods trade, and second, to contain the rise of China. The two goals are interlinked, as, in the president's view, the US bilateral defi cit with Chinawhich accounts (according to the US Bureau of Economic Analysis) for about half of the total US trade defi cit in 2017 (811 billion USD) -implies a direct transfer of wealth from the US to China, weakening the fi rst and strengthening the latter.
The US president seems to see the defi cit as a blatant sign of weakness. Indeed, evidence suggests that competition with China has contributed to the decline of US manufacturing and has hurt many individual workers and their regions. 1 For Donald Trump, the US defi cit in goods trade with the EU, worth 153 billion USD in 2017, is equally problematic. In a recent interview with Bloomberg, he said that, "Europe is as bad as China, just smaller." 2 The US President's Trade Policy Agenda claims that US fi rms are treated unfairly in foreign countries while the US is open to foreign competition.
3 Foreign countries do not provide reciprocal market access to US producers; they unfairly subsidise their own fi rms; they do not respect intellectual property rights; and they manipulate their currencies. And all this has been enshrined in his predecessors' trade deals, which Donald Trump disqualifi es as "disastrous", "worst ever", or "shameful". The situation may be repaired either if the foreign partners grant the same reciprocal access, or if the US restricts its own, e.g. by imposing high tariffs.
Negotiating like Donald Trump
The US President's 2017 Trade Policy Agenda sets out a new approach, which it repeatedly qualifi es as "aggressive". But the trade defi cit largely remains unchanged. This has an important corollary: unilateral concessions to the US by its trade partners will not reduce the trade defi cit which the US President is so obsessed with.
Transatlantic trade disputes
Based on Section 232 of the 1962 Trade Expansion Act, 6 the US has imposed new tariffs on imports of steel and aluminium from the EU as of 1 June 2018. The US administration justifi es those tariffs by triggering a provision in the WTO text which allows countries to withdraw commitments for national security reasons. As most EU members are NATO members, it is quite obvious that this justifi cation is a provocation in itself. It is just another example of how the US President breaks the conventional protocol of international law. Article XXI of the General Agreement on Tariffs and Trade (GATT), which does allow the withdrawal of trade concessions when a country's national security is threatened, has been described as the "nuclear" option. The reason is that no international tribunal can refuse a sovereign country's right to defi ne whether its national security is threatened or not. The EU has reacted by imposing compensating tariffs, claiming that the US tariffs are to be classifi ed as safeguard tariffs based on GATT Article XIX and cannot be justifi ed on national security grounds. Whether or not this legal position holds, imposing compensating tariffs is the right policy choice, for at least three good reasons. First, inaction or unilateral concessions do very little to reduce the US trade defi cit, so that the President's claim that the US is taken advantage of is unlikely to lose its bite. If there is no counterreaction, further US aggression based on the very same argument -that the trade defi cit jeopardises US security -is likely. Second, the reckless US policies endanger the multilateral system which is held together by the WTO -a toothless tiger. WTO courts cannot enforce their rulings; so trade law must be self-enforcing. This is achieved by the credible threat of a tit-for-tat strategy. Not reacting invites deviation from other trade partners as well. So paradoxically, if the EU wants to fence in the WTO it has to react, even if the compensating tariffs may themselves be illegal before WTO law. And fi nally, retaliation increases the economic and political costs of US non-cooperation, thereby strengthening the opponents of tariffs in American politics.
The Rose Garden truce
In May 2018, the US President ordered a new investigation into whether car imports threaten US national security. If yes, he could impose new tariffs on auto imports of 25% and this would cause substantial harm around the world, in particular in Germany. 7 The EU has reacted by proposing negotiations with the objective to eliminate all tariff and non-tariff barriers in manufacturing across the Atlantic. The summit between US President Trump and EU Commission President Juncker on 25 July 2018 in Washington resulted in a declaration which endorsed this objective. The partners agreed not to increase any tariffs during negotiations.
The summit statement, delivered in the Rose Garden of the White House, has surprised many. But it shows that the fi rm response of the EU (and other countries) to US tariffs pays off by making the US President's aggressive trade policy more costly to him and his political allies. It may also refl ect the very simple fact that the bilateral current account position of the US with Europe is not imbalanced at all. Using data from the US Bureau of Economic Analysis, Felbermayr and Braml show that the American bilateral defi cit in goods trade of 153 billion USD is more than compensated by a surplus in services trade of 51 billion USD and in investment income of 106 billion USD (Figure 1 ). 
Forum
Embarrassing discrepancies in current account data
The bilateral EU-US current account has been in balance since 2008. The picture for the eurozone is similar. Embarrassingly, though, Eurostat statistics tell a very different story. They report a large current account surplus of the EU, putting the Union into a strategic disadvantage. Felbermayr and Braml argue that the aggregate EU statistics are not to be trusted, and that the discrepancies result from problematic treatment of investment income by EU countries with very generous patent boxes, such as Ireland or the Netherlands. 9 In any case, the Bureau of Economic Analysis and Eurostat cannot both be correct. Clarifying the facts should be a top priority for both the EU and the US. Before entering into trade negotiations or even a trade war, it is of absolutely crucial importance to chart out the territory.
But if the nature of transatlantic exchange is indeed quite balanced, as the US statistics suggest, the EU has ample scope for retaliatory action that would hurt the US service exports and multinationals operating in Europe. Such asymmetric retaliation, e.g., in the form of a digital sales tax directed against US digital fi rms, could directly bite into multinationals' profi ts as marginal costs of providing digital services are close to zero. The US President may not have much sympathy for the East and West coast elites that might suffer from such a pol-9 Ibid.
icy, but he is surely impressed by their political clout. Indeed, democratic members of congress have, so far, staged very little resistance to the President's trade policy. But this is very likely to change if fi rms in their own constituencies become affected by European counter measures.
Whether a digital sales tax is in the economic interest of the EU is open for debate. But it is a powerful and credible threat. If things work out properly, such an asymmetric retaliation strategy remains off equilibrium, i.e. it has an important role in bringing the EU closer to its negotiating objectives, but it will not have to be triggered as the US adjust their strategy to avoid it.
There is more: if the transatlantic relationship is fairly balanced, the role of China in explaining the aggregate US current account defi cit becomes even more evident. It is not surprising that the Rose Garden truce between Trump and Juncker also includes a statement to jointly address China's opportunistic behavior.
EU-US negotiations will be very diffi cult
Of course, a reduction of trade barriers across the Atlantic would be a very good idea, as the many quantitative studies on the Transatlantic Trade and Investment Partnership (TTIP; now on hold) have shown. But it would not per se lower the US trade defi cit.
What is more, a TTIP light agreement restricted to industrial goods would create an asymmetric impact, benefi tting EU countries with strong comparative advantage in manufacturing (such as Germany) more than the US. For an agreement to be balanced, it will have to include agriculture and services -key offensive interests for the US that are critical to some of Trump's support base. This is another lesson easily gleaned from the TTIP studies.
The EU's position -to give up asking the US to open its public procurement markets in exchange of excluding agriculture -is unlikely to satisfy the US. This may be the reason why the US President recently claimed that the EU's offer to eliminate car tariffs would not be enough. Moreover, the revised NAFTA agreement does include an important chapter on fi nancial markets. The same interests that pushed for their inclusion would also push for putting fi nance onto the agenda in any transatlantic deal.
This may result in negotiations veering quickly into the troubled waters that have sunk EU-US trade negotiations under the Obama Administration. The US fi nd it diffi cult politically to extend the opening of public procurement to the state and municipal level; the EU faces enormous political pressure to restrict agricultural imports and to open services markets, in Figure 1 The EU-US bilateral current account balance and its components N o t e : Primary income includes returns to foreign direct investment and portfolio investment, as well as interest payments. Secondary income relates to transfers such as remittances by immigrants, development aid and payments to US soldiers in Europe among other things.
S o u r c e : Bureau of Economic Analysis, own illustration. There is another potential complication: any bilateral agreement violates the most favored nation (MFN) principle of the WTO, which prohibits discriminating between different trade partners. Article XXIV of the GATT formulates an exemption for free trade agreements (FTAs), but requires that any free trade agreement must substantially cover all trade. So, excluding the food industry from an EU-US trade agreement can bring it into confl ict with WTO law. However, at this juncture in history, beggars cannot be choosers. There is no real economic rationale for the requirement of Article XXIV: any liberalisation is better than none. Moreover, out of the many hundreds of trade agreements that have been concluded so far, many -if not most -provide for exemptions, the EUTurkey customs union being a leading example. Finally, if the EU and the US manage to pacify their relations with the help of a bilateral agreement, the multilateral system is bound to benefi t, too. One thing is absolutely certain: with the EU and the US at logger heads, there cannot be any progress in reinventing or redesigning the WTO.
The WTO must die to live
The multilateral system has been paralysed for a while. The Trump Administration is doing everything to quicken its demise; for example, refusing to confi rm nominations of judges to the WTO's appellate body. But the problems of the system are very real. After the Uruguay Round, a situation emerged, in which countries such as the US have very low tariffs (the US median tariff being a mere 2.3%), 10 with emerging markets such as China imposing much higher tariffs. The key issue is that industrialised countries have little to offer in tariff negotiations. This blocks the usual mutual market access exchange. Moving negotiations into non-tariff barriers is one possibility to increase the scope of a deal, but this has proved to be very diffi cult politically. As a consequence, the multilateral process is stuck. Countries have turned to bilateral agreements instead.
Paradoxically, the US President's betrayal of the WTO protocol may help to move the world out of this stalemate. By credibly threatening to leave the WTO altogether, Trump dramatically improves his position. This could force emerging markets to make concessions. In the process, the WTO as we know it would probably be lethally damaged. The new medium-run world trading system would probably be shaped by large bilateral agreements between the US, the EU and China, with the latter two representing entire regions.
But technology will continue to lower trade barriers such as those imposed by geographical distance or even by language differences. The process of economic integration will continue, so that the costs of political non-cooperation go up. The logic for multilateral cooperation in trade and beyond becomes stronger, not weaker. A new governance forum will emerge, where negotiating will take place in country clubs instead of among members at the WTO. The EU is well equipped to play a leading role in this new forum. But EU leaders of today quickly need to explore the unchartered territory they have entered due to Trump's unconventional trade policy maneuvering.
